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Executive Summary

Purpose

Background

To assist public debate on foreign investment issues by improving existing
government information, Congress enacted the Foreign Direct Investment
and International Financial Data Improvements Act of 1990

(P.L. 101-533). This act requires the Secretary of Commerce to prepare an
annuai report addressing the history, scope, trends, market
concentrations, and effects on the U.S. economy of foreign direct
investment. Commerce issued the first such report on September 20, 1991.
The act also allows statistical data to be shared among federal agencies in
order to improve analysis of the effects of foreign direct investment on the

U.S. economy.

The act dir AO to (1) analvze Commerce’s annual renort on foreign
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direct 1nvestment and make recommendations for changes in the report
due the following year and (2) review government efforts to improve the
quality of foreign direct investment data, including the status and process
for reconciliation of data exchanged among certain federal agencies.

Foreign direct investment is one component of overall foreign investment
and is defined as foreign investment representing 10 percent or more of a
firm’s equity. Other components of foreign investment include investments
in bonds and Treasury securities.

As foreign direct investment in the United States has increased over the
past decade, so have concerns regarding the effects of that investment on
the U.S. economy. Questions have arisen particularly concerning foreign
investment in critical high-technology industries that affect the economic
as well as the national security interests of the United States.

The Commerce report examines, among other issues, factors driving
foreign direct investment and patterns and trends in foreign investment in
the United States. It also explores foreign direct investment in the U.S.
electronics, automotive, banking, steel, and chemicals industries.

Commerce’s Bureau of Economic Analysis tracks foreign ownership based
on data reported by consolidated business enterprises (often including
many establishments), while Commerce’s Bureau of the Census collects
information on business establishments (such as individual factories) but
does not highlight foreign ownership. By linking the Bureau of Economic
Analysis’ list of foreign investors with the Census data, foreign investment
information at the establishment level can be extracted from Census data.
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Results in Brief

Principal Findings

Executive Summary

The Commerce report does not clearly discuss the costs and benefits
derived from foreign direct investment and those derived from all foreign
investment. The report provides descriptive information on the growth and
characteristics of foreign direct investment in specific industry sectors.
However, for several of these industry sectors, the report does not address
publicly raised concerns about the effects on the U.S. economy of recent
increases in foreign direct investment. In addition, the report relies heavily
on 1988 Bureau of Economic Analysis data, although the act requires
Commerce to use more current private sector data. These data are
available to supplement the Bureau’s data and to address some of these
public policy concerns. Finally, the Commerce report does not include all
of the data items specified by the act.

The data exchange between the Bureau of Economic Analysis and the
Bureau of the Census, which was not operational when Commerce wrote
its first report, will provide some additional data on the operations of
foreign affiliated firms. It will not, however, provide information to satisfy
all of the data items specified in the act, and it will not provide other
important information needed to examine the effects of foreign direct
investment on the U.S. economy. In addition, there are inherent limitations
in the Bureau of Economic Analysis data that the data link will not correct.

Commerce Report Weak on
Analysis of Foreign Direct
Investment

The Commerce report’s focus shifts between discussions of total foreign
investment and discussions of foreign direct investment without adequate
explanation. This shift particularly detracts from the clarity of the report’s
discussion of the benefits gained from foreign direct investment.

The Commerce report also provides an incomplete analysis of the costs
and benefits of foreign direct investment. The report emphasizes the
benefits derived from foreign investment inflows, thus tending to minimize
the need to reduce budget deficits—which, as the report acknowledges,
have been a major factor behind foreign investment inflows.

For three of the five industry sectors discussed in the report—electronics,

automotive, and banking—certain public policy concerns about foreign
direct investment are not addressed or fully explored.
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Executive Summary

The electronics chapter does not address important questions about the
effects on the competitiveness of U.S. electronics firms that occur when
foreign firms acquire (1) U.S. companies that strengthen the supplier
networks of the foreign firms and (2) U.S. firms that hold state-of-the-art
technologies.

The automotive chapter does not directly analyze the debate surrounding
(1) the extent to which foreign investment has served as a magnet for
imported parts and components and (2) the question of whether
foreign-owned firms tend to be low value-added operations or whether
state-of-the-art technologies are being transferred to the United States.
The banking chapter describes the increased presence of foreign-owned
banks, but it does not address basic concerns about the threshold at which
foreign-controlled banks could make lending decisions that could adversely
affect the growth and development of U.S. industry.

In the chapters on the electronics and automotive sectors, Commerce
makes extensive use of preliminary 1988 Bureau of Economic Analysis
data, rather than using more current data from existing studies prepared
by other offices within Commerce, other government agencies, or by
private sector industry groups.

Finally, Commerce’s report does not compare foreign-controlled business
enterprises with other U.S. enterprises with respect to some of the data
items specified by the 1990 act. Some of these items, such as value added
and productivity, cannot be determined using the Bureau of Economic
Analysis’ data. Commerce does not provide information on other data
items, such as investment incentives provided by state and local
governments. According to Commerce officials, information on this subject
would have required a separate detailed study. In addition, the report does
not include the required analysis of the number and market share of
foreign-owned businesses engaged in the production of critical
technologies named by the Department of Defense. Rather, it briefly
discusses only 3 of the 21 technologies cited in the Department of
Defense’s critical technologies list.

Data Link Will Provide
Limited Additional
Information

The data link between the Bureau of Economic Analysis and the Bureau of
the Census will provide some additional information on the operations of
foreign affiliated firms in the United States. Because it will give such
information on an establishment basis, the data link will allow the
operations of foreign affiliated firms to be evaluated on the basis of more
than just their primary industry activities. For example, this information
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Executive Summary

Recommendations

will allow an analysis distinguishing between the manufacturing and
wholesaling operations of foreign affiliated firms engaged in both types of
activities.

In their first “link-up,” the Bureaus of Economic Analysis and the Census
will provide information on four items: number of employees, amount of
employee compensation, volume of shipments or sales, and number of
foreign-owned establishments at the state level. These figures will be
shown by state and specific industry using 1987 data. These agencies will
also be looking into publishing data on several other data items that were
specified in the act, including value added, market share, and capital
expenditures.

The data link has certain limitations because some types of data are
collected at the enterprise level, not the establishment level. For example,
it will not

provide information on some of the other data items cited in the act, such
as profitability and import and export data,

provide other important information needed to examine the effects of
foreign direct investment on the U.S. economy, such as the flow of
technology transfer, foreign targeting of critical industries, or vertical
integration practices; and

solve certain problems in the government’s data, such as timeliness of the
data and classification and disclosure matters.

To provide a more complete discussion of foreign direct investment in the
United States, GAO recommends that the Secretary of Commerce ensure
that all subsequent annual reports on foreign direct investment (1) provide
an analysis that clearly distinguishes between costs and benefits derived
from foreign direct investment and those derived from all foreign
investment in the United States; (2) make greater use of available
government studies and private sector data; and (3) provide more focused
analyses of publicly debated questions regarding the effects of foreign
direct investment on the U.S. economy.
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Executive Summary

Agency Comments and In commenting on a draft of this report, the _Department of Comme?rce
) . expressed concern about GAO recommendations and set forth its views on

GAO’s Evaluation what should be reasonable expectations for its future reports. GAO
evaluated Commerce’s specific concerns and made some modifications in
the report. However, GAO’s evaluation also revealed that some of
Commerce’s comments misconstrued aspects of GAO's draft report.
Commerce’s comments are provided in their entirety in appendix II, along
with GAO’s point-by-point response. GAO also received comments from
program officials at the Labor Department’s Bureau of Labor Statistics and
incorporated their suggestions as appropriate.
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Chapter 1

Introduction

Commerce’s Annual
Report

To assist public debate on foreign investment issues by improving
government information, Congress enacted the Foreign Direct Investment
and International Financial Data Improvements Act of 1990

(P.L. 101-533). The act requires the Secretary of Commerce to prepare an
annual report on foreign direct investment in the United States. It directs
us to analyze the Commerce report and review administration activities
relating to foreign direct investment data. The act also authorizes us to
obtain access to certain confidential Bureau of Economic Analysis (BEA)
data.

In addition, the act permits the Commerce Department’s Bureau of
Economic Analysis and its Bureau of the Census to exchange certain
confidential statistical data in order to achieve greater detail in the
government’s data on foreign direct investment (¥DI) in the United States.!
In addition, the act permits BEA to share its confidential data on foreign
direct investment with the Labor Department’s Bureau of Labor Statistics
(BLS).

The act requires the Secretary of Commerce to report annually to Congress
on the role and significance of foreign direct investment in the United
States. It directs Commerce to address the history, scope, trends, market
concentrations, and effects on the U.S. economy of such investment. The
act notes the numerous sources of data to be considered in preparing the
report, and it specifies the types of data to be included in the report. The
act states that Commerce’s analysis shall, to the extent of available data,

compare business enterprises controlled by foreign persons with other business enterprises
in the United States with respect to employment, market share, value added, productivity,
research and development, exports, imports, profitability, taxes paid, and investment
incentives and services provided by State and local governments.

It also states that the analysis be done by significant industry sectors and
geographical regions. In addition, the act calls for the Commerce report to
include an analysis of the number and market share of foreign-owned
businesses that are engaged substantially in the production of critical
technologies named by the Department of Defense.

1Foreign direct investment is defined as the ownership or control by one person of 10 percent or more
of a firm’s equity, the point at which the foreign investor is considered capable of influencing company
management. Foreign investments of less than 10 percent are classified as “portfolio investments” in
stocks, bonds, and Treasury securities.
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Chapter 1
Introduction

The Data Exchange

Commerce issued its first required annual report on September 20, 1991.
The report includes several chapters providing background on foreign
investment, the U.S. macroeconomic setting, and the overall economic
patterns and trends. It also has separate chapters on foreign investment in
five industry sectors: electronics, automotive, banking, steel, and

chemicals.

The data exchange allows the BEA's confidential list of foreign investors to
be used to extract greater detail on foreign investment from existing
Census data.

BEA has three sets of foreign investment data, the most detailed of which is
known as “Operations of U.S. Affiliates of Foreign Companies.” These
data are collected from a consolidated firm—an “enterprise”—and are
reported under the industry category of the firm’s primary business. This
listing means, for example, that a foreign investment in a U.S. firm whose
primary business is chemicals but that has substantial petroleum
operations would be categorized entirely as a chemicals investment. The
Census data, on the other hand, are collected on an “establishment
basis”—i.e., from individual commercial plants—and are thus more likely to
correctly describe specific industry sectors.

The Census data, however, do not identify foreign ownership. The value of
the data exchange authorized by the act is that it permits the BEA’s list of
foreign investors to be linked with the Census data so that information of
interest in the Census data can be extracted and characterized as
associated with a foreign investment.

Throughout this report, BEA data on foreign affiliated firms (FAF) will be
referred to as “enterprise” data, and Census data will be referred to as
“establishment” data.

At the time Commerce was preparing the report, the BEA-Census data
exchange authorized by the act had not yet been completed, and so the
data enhancements to be achieved through the exchange are not reflected
in the 1991 Commerce report.

2For a more detailed description of the BEA’s three sets of data, see Foreign Investment: Concerns in
the Banking, Petroleum, Chemicals, and Biotechnology Sectors (GAO/NSIAD-90-129, May 30, 1990).
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Objectives, Scope, and
Methodology

Chapter 1
Introduction

The Foreign Direct Investment and International Financial Data
Improvements Act of 1990 directs us to analyze Commerce’s annual report
on foreign direct investment and review government efforts to improve the
quality of foreign direct investment data. Specifically, it directs us to
prepare a report

(1) analyzing the report of the Secretary of Commerce;

(2) making recommendations for changes in the analysis done in the
Commerce report;

(3) making recommendations for improving the collection by respective
federal agencies of data on foreign direct investment in the United States,
including use of private sector data, and improving survey questionnaires
to obtain useful and consistent information that avoids unnecessary
redundancy among federal agencies;

(4) reviewing the status and processes for reconciliation of data exchanged
as required by the act and making recommendations for improving and
augmenting international financial data;

(5) making recommendations for possible additional policy coordination
within the executive branch affecting foreign direct investment in the
United States; and

(6) making recommendations for improving the coverage, industry
classification, and consistency among federal agencies of their respective
surveys.

As the act requires, we analyzed the Commerce report based upon the
requirements, discussed it with numerous government and industry
experts, and examined relevant documents. We studied the processes for
achieving the BEA-Census data exchange through discussions with BEA,
Census, and BLS staff working on the project. Because the data exchange
process was still being developed as of December 1991, we were not able
to test its accomplishments. We also looked at the data collection efforts of
various federal agencies, including their use of survey questionnaires. We
updated our prior work on information about the extent to which different
agencies coordinate their policy with respect to their data collection
efforts.
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Chapter 1
Introduction

Because the data exchange had not yet been developed and no information
in the Commerce report was based on it, we did not examine confidential
BEA data for the purposes of preparing this report.

We did not attempt to verify or critique every statement in the Commerce
report. Rather, we focused on some areas of high public interest.

We obtained comments on a draft of this report from the Department of
Commerce. They are discussed in chapter 2 and presented in their entirety
in appendix II along with our point-by-point response. We also received
informal comments from program officials at the Labor Department’s
Bureau of Labor Statistics and incorporated their suggestions as
appropriate.

We performed our review from September 1991 to December 1991 in
accordance with generally accepted government auditing standards.
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Chapter 2

Commerce Report Lacks Thorough Analysis of

FDI Effects

Unclear Economic
Analysis of FDI

The Commerce report provides extensive information regarding the
history, growth, and characteristics of FDI in the economy overall and in
specific industry sectors. However, it does not clearly discuss the costs and
benefits derived from foreign direct investment and those derived from
foreign investment overall. It is also generally weak in responding to the
act’s direction that it analyze the effects of FDI in certain industry sectors
and make use of current government studies and private sector data in its
analysis. Also, Commerce provides information on only 3 of the
Department of Defense’s (DOD) list of 21 critical technologies. In addition,
Commerce is unable to provide data on other data items specified in the
act.

As the first of Commerce’s required annual reports on foreign direct
investment, the 1991 report was produced in a relatively short time frame.
For its future reports, Commerce should be able to clarify its economic
analysis and improve the industry sector analyses by using more extensive
data from the private sector.

The Commerce report mixes comments about foreign direct investment in
the United States on the one hand and total foreign investment on the other
hand. The latter includes “portfolio” investments in stocks, bonds, and
Treasury securities, as well as FDI. At times the report’s focus shifts
between a discussion of total foreign investment and a discussion of FDI
without adequate explanation. This shift particularly affects the report’s
discussion of the benefits gained from foreign direct investment. For
example, a clear distinction is not drawn between the benefits and costs
derived from total foreign investment inflows and those derived specifically
from FDI.

The benefit of total foreign investment is that it helps fill the gap between
domestic savings and the total of investment and government deficits and
permits a higher level of either government budget deficits or U.S. capital
formation than would be possible in its absence. However, there is no
discussion of possible costs relating to the economy’s dependence on
foreign capital. These costs might include possible limitations on the U.S.
government’s freedom in deciding monetary and foreign policies, resulting
from the need to obtain and hold high levels of foreign financing.
Furthermore, to the extent that foreign funds were used to finance large
government deficits rather than a larger capital stock for the country, the
United States will not have the additional productive base to pay foreign
investors interest and dividends without a contraction in the U.S. standard
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Chapter 2
Commerce Report Lacks Thorough Analysis of
FDI Effects

of living. Although the Commerce report mentions that the federal budget
deficit contributed to the U.S. savings decline, the report’s emphasis on the
attractiveness of investing in the United States and on the benefits derived
from foreign investment inflows might create the impression that it is
unnecessary to reduce budget deficits. Budget deficit reductions, however,
can raise national savings and reduce the need to rely on foreign
investment in the United States. Such reductions, thus, can improve U.S.
living standards by lowering future payments to the rest of the world.

Although there is general agreement that macroeconomic developments
influence total foreign investment, the causes of FDI are less well
established. A long-dominant view in the economics profession holds that
macroeconomic factors have little relation to foreign direct investment.
For example, according to this traditional view, a depreciation of the U.S.
dollar would not affect the volume of FDI in the United States. If a German
had an advantage using deutsche marks to buy particular U.S. assets, an
American with access to global capital markets could borrow deutsche
marks and acquire the same advantage. In other words, how the acquisition
is financed makes no difference, since both the American and the German
have access to the same international capital market.

Nonetheless, much recent evidence suggests that this argument is flawed.
Macroeconomic factors, such as exchange rates, have influenced FDI, both
in the 1980s and in earlier periods.' Moreover, theoretical explanations for
these relationships have also begun to emerge. One recent theory
emphasizes differences in access to information about an asset’s payoffs
that make it costly or impossible for bidders to finance the acquisition of
an asset solely with external funds. The more net wealth an acquirer can
bring to the investment, the lower will be his total cost of capital. To the
extent that foreign bidders hold more of their wealth in nondollar assets, a
depreciation of the dollar increases foreigners’ relative wealth and thus
lowers their relative cost of capital, allowing them to bid more aggressively
for assets.? Among several other explanations for FDI's dependence on
macroeconomic factors is the hypothesis that total foreign investment is
correlated with exchange rates, and international investors keep FDI’s

'Richard E. Caves, “Exchange-Rate Movements and Foreign Direct Investment in the United States,”
Harvard Institute of Economic Research (Cambridge, MA: May 1988), and Edward J. Ray, “The
Determinants of Foreign Direct Investment in the United States: 1975-1985,” Ohio State University
(Columbus: 1988).

2Kenneth A. Froot and Jeremy C. Stein, “Exchange Rates and Foreign Direct Investment: An Imperfect
Capital Markets Approach,” Quarterly Journal of Economics, Vol. CVI (Nov. 1991), pp. 1191-1217.
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Chapter 2
Commerce Report Lacks Thorough Analysis of
FDI Effects

Limited Analysis of FDI
Effects

share of the total about the same. Exchange rate movements that affect
total foreign investment therefore would also have an indirect effect on FDI.
The macroeconomic section of Commerce’s future FDI reports could
benefit from a discussion of some of these recent theoretical and empirical
developments.

The effects of FDI on U.S. employment are also not clearly analyzed. The
Commerce report alternately refers to jobs “created,” “supported,” or
“provided” by FDI. For example, in its chapter on the electronics industry,
Commerce states that foreign-owned firms have provided jobs for

14.5 percent of the 1.7-million employees of all electronics companies in
the United States in 1988. It does not mention that the majority of FDI in
the electronics sector has taken place through acquisitions of existing U.S.
firms, rather than through construction of new business facilities, which
can be job creating. Elsewhere in the report, however, Commerce notes
that such acquisitions have been the dominant form of foreign direct
investment, accounting for 86 percent of foreign direct investment outlays
in 1989.

In the automotive chapter, Commerce includes data that show only gross
job creation. It does not analyze employment on a net basis reflecting the
extent to which such foreign investment may be displacing other U.S.
production. To discuss the employment effects of FDI, in most cases it is
necessary to construct and explain a methodology for calculating what all
the repercussions of the investment may be for the U.S. economy.

For three of the five industry sectors discussed in the report—electronics,
automotive, and banking—certain public policy concerns about the effects
on the U.S. economy of increased levels of foreign investment are not
discussed or adequately addressed in the report. For the other two
sectors—steel and chemicals—fewer concerns have been publicly raised,
and the effects of FDI have not been the subject of controversy.

Eiectronics

The electronics sector is a key high-technology sector, underpinning many
other critical industries including several that affect national security.
Although the Commerce report describes the rapid expansion of foreign
firms’ participation in this sector of the U.S. economy during the 1980s, it
does not directly discuss some of the more important issues that have been
raised about the effects of ¥DI in this industry.
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Chapter 2
Commerce Report Lacks Thorough Analysis of
FDI Effects

For example, the report does not address significant questions concerning
the effects on the competitiveness of U.S. electronics firms when foreign
firms acquire U.S. companies that strengthen the supplier networks of the
foreign firms, a practice known as “vertical integration.” It also does not
address questions concerning the effects on the competitiveness of U.S.
firms when foreign companies buy U.S. firms that hold state-of-the-art
technologies.

In addition, although the report cites as a “hotly debated issue” the
question of whether foreign firms have assisted U.S. technology
development or have transferred U.S. technology abroad, it does not
include information needed to understand technology flows.

Automotive

The automotive sector, broadly defined to include parts and components,
is central to the U.S. manufacturing base, accounting for a significant
portion of U.S. employment in manufacturing. Commerce’s analysis of the
effects of FDI in the U.S. automotive sector does not fully explore several
commonly raised questions relating to FDI effects on imports, U.S. parts
suppliers, and technology transfer. For example, it does not directly
analyze the debate surrounding

the extent to which foreign investment has served as a magnet for
imported parts and components;

the question of whether the displacement of U.S. parts suppliers is
temporary, as U.S. firms learn to compete for “transplant” business,? or
whether the vertical integration of foreign-owned supplier networks tends
to preclude competition by U.S.-owned firms; and

the question of whether foreign-owned firms tend to engage only in final
assembly operations or whether skilled manufacturing and engineering
technologies are being transferred to the United States.

Banking

Banking is a sector critical to the functioning of a country’s economy, due
to the banks’ central role in channeling payment flows to sustain economic
growth and in transmitting government monetary policy.

The Commerce report describes the increased presence of foreign-owned
banks, particularly Japanese banks, in the U.S. banking industry. It shows
the growth in foreign-owned banks’ market shares with respect to both

3«Pransplant” business involves foreign-owned firms’ assembly plants in the United States.
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Chapter 2
Commerce Report Lacks Thorough Analysis of
FDI Effects

assets controlled and to commercial loans made. It indicates that the
foreign share of U.S. business lending amounted to 30.6 percent in 1990. It
also notes the heavy geographic concentration of foreign-controlled assets
and commercial lending in New York and California. In these states in
1990, U.S. offices of foreign banks accounted for over 50 percent of
business lending.

The report, however, does not analyze, or even mention, certain questions
that have been raised in public debate about the effects of such increased
foreign activity. A key question concerns the threshold at which
foreign-controlled banks can make basic lending decisions that would
affect the growth and development of U.S. industry. In particular, some
observers wonder whether, during periods of credit restraint,
foreign-owned banks in the United States would have a proclivity to serve
borrowers of their own nationality before serving other U.S. borrowers.
Observers have also noted that many foreign banks have extensive
relationships, beyond the basic borrower-lender relationship, with
manufacturing and advanced technology companies in their home country
and have wondered if and how those relationships would affect lending
practices.

Questions relating to the high concentration of foreign banking activities
are not directly discussed. The report notes only that there were

727 foreign banking offices in the United States representing 294 foreign
banking “families” from 60 countries, compared with a total of

12,338 commercial banks in the United States. It does not mention that
Federal Reserve Board data show that in 1990 the top 25 foreign banks
held 66 percent of all foreign-owned banking assets in the United States.
Sixteen of these 25 were Japanese owned, controlling 50 percent of all
foreign banking assets in the United States and 10.5 percent of all U.S.
banking assets.

The enormous worldwide asset strength of many Japanese and other
foreign banks is not mentioned as a factor behind such concentration or as
a possible concern in itself. Of the 10 largest banks in the world in 1991,
for example, 7 were Japanese and 3 were French. The largest U.S. bank,
Citicorp, ranked 18th, and the only other U.S. bank in the top 50 in the
world, BankAmerica Corp., ranked 43rd.

Other questions regarding the effects on the U.S. economy of increased

levels of foreign banking investments relate to the financial soundness of
foreign-owned banks and the possible competitive advantages foreign
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Chapter 2
Commerce Report Lacks Thorough Analysis of
FDI Effects

Minimal Use of
Government and
Private Sector Studies

banks may have over domestic banks. Neither of these questions is
addressed in the report.

The Commerce report relies heavily on official BEA statistics, with
preliminary 1988 data the most recent available. It makes minimal use of
existing studies prepared by other offices within Commerce or by the
private sector to enhance or explain BEA data or to address concerns about
FDI's effects. The use of this information could have provided a more
complete and balanced discussion of the effects of FDI on the U.S.
economy.

Electronics

Commerce does not include information from various government and
private sector sources that could have enhanced its discussion of issues
related to the electronics industry, including discussions of vertical
integration practices, targeting of firms that hold state-of-the-art
technologies, and technology transfer.

Vertical integration

Many industry analysts believe that vertical integration may improve a
company’s competitiveness by assuring a supply of inputs and by
establishing close linkages between suppliers and customers. Although the
Commerce report notes that “firms from some countries have dominated
foreign direct investment in the electronics sector, and have focused their
investments in specific segments of the industry...”, it includes very little
substantive information on vertical integration practices by foreign firms
or the effects these practices may have on the U.S. economy.

Commerce’s report states that detailed private data on this issue are not
readily available on a consistent and comprehensive company-by-company
basis. While private data may not be voluminous, there are enough
available data and information to provide a more comprehensive
discussion of these issues than that included in the Commerce study. For
example, numerous private industry analyst groups, as well as offices
within Commerce, collect and analyze data on foreign acquisitions in the
electronics industry, including what kinds of investments were made and in
what specific industry subsectors these occurred. These data can be used
to examine whether foreign firms are buying U.S. companies that produce
not only end-use products, but also the components and parts for these
products.
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Chapter 2
Commerce Report Lacks Thorough Analysis of
FDI Effects

For example, although Commerce uses data compiled by the Japan
Economic Institute (JEI) in its discussion of industry specialization by
country,* Commerce could have used these data to document acquisitions
and investments by one company in several linking industries. For
example, JEI data show that Mitsubishi, one of the largest Japanese
vertically integrated companies, invested in or acquired several U.S.
electronics-related companies. These companies include firms in the
computer and audio equipment industries, as well as U.S. companies that
produce components for computers, such as integrated circuits. In
addition, Mitsubishi acquired equipment suppliers that are involved in
producing the circuits, such as wafer fabrication equipment and
semiconductor test equipment.

Several offices within Commerce have used JEI data to address the issue of
vertical integration. In one study, analysts examined the data compiled by
JEI and concluded that “Japan’s direct investment in the U.S.
manufacturing sector for electronics and technology is dominated by large
vertically integrated corporations....Vertical integration extends to all
levels of production from semiconductors, electronic components, and
production equipment to final products.” Another Commerce report, also
using JEI data, notes that Japanese investment in 1990 in semiconductors,
semiconductor manufacturing equipment, and computer peripherals
indicates growth in the “supplier network of Japanese-affiliated companies
in the U.S. electronics sector.”

Commerce’s Office of Trade and Investment Analysis also publishes an
annual report identifying U.S. firms acquired by foreign firms that year.

“This directory contains the most comprehensive information on Japan's investment in U.S.
manufacturing at the establishment level. For every manufacturing facility, it lists the location, the
Japanese owner and ownership share, new or acquired plant, product description, employment, year of
investrment, and the Standard Industrial Classification (SIC) code. The directory’s information is based
on a benchmark survey conducted by JEI in 1986 and updated through 1989.

®Phyllis A. Genther and Donald H. Dalton, Japanese Direct Investment in U.S. Manufacturing, U.S.
Department of Commerce, International Trade Administration and Economics and Statistics
Administration (Washington, D.C.: 1990), p. 15.

6 , Japanese Direct Investment in U.S. Electronics: Implications for U.S. Technology
Development, U.S. Department of Commerce, Prepared for the Fifth Annual Meeting, Association of
Japanese Business Studies, Jan. 3-4, 1992, Denver, Colorado (Washington, D.C.: 1992), p. 7.
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The report is a compilation of material from public sources, transaction
participants, and miscellaneous contacts.” These data could also be used to
document vertical integration efforts by foreign firms. The June 1991
report includes the number of identified completed transactions by source
country (1985-1989), investment by industry group and country of foreign
parent, and mode of investment by source country. This report includes a
broader range of investment transactions than the BEA data in such areas as
plant expansions, equity increases, and certain types of real estate
investment.

Targeting U.S. firms to obtain
critical technologies

The Commerce report on FDI does not address the issue of whether foreign
companies have focused on acquiring U.S. firms that have developed
state-of-the-art technologies and what the competitive effects of this
situation might be. Other reports by Commerce analysts have addressed
this issue. For example, Commerce analysts used JEI data and concluded
that in 1990 Japanese investors focused on acquiring small, start-up U.S.
electronics companies that have an advantage in generating
“innovations.”® In another report Commerce analysts note that the “high
level of concentration that characterizes Japanese direct investment in U.S.
manufacturing heightens U.S. concerns about the effect of such direct
investment on economic security. These concerns include fear of losing
control over important portions of the U.S. industrial base and the transfer
to Japan of strategic technologies.” Other offices within Commerce that
compile their own data bases on foreign acquisitions of U.S. firms include
Commerce’s Office of Industrial Resource Administration and industry
offices within the International Trade Administration. Data from these
offices are available to explore the extent to which foreign firms are
targeting U.S. companies that hold critical technologies.

In addition, a report commissioned by the Department of Defense includes
data on foreign investors who bought U.S. firms that hold critical
technologies. It notes that although foreigners control only 12 percent of
manufacturing assets, the investments are concentrated in a few industries

7F'oreign Direct Investment in the United States: 1989 Transactions, U.S. Department of Commerce,
International Trade Administration, Office of Trade and Investment Analysis, (Washington, D.C.).

8Jgganese Direct Investment in U.S. Electronics: Implications for U.S. Technology Development.

9Japanese Direct Investment in U.S. Manufacturing, p. 20.
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and include acquisitions of U.S. firms that have critical leading-edge
technology.'°

Finally, data on foreign acquisitions of U.S. companies in critical industry
sectors have been compiled and analyzed by public policy and industry
analyst groups. For example, a study by the Economic Strategy Institute in
Washington, D.C., notes that “while foreign concerns have made
investments in nearly every type of business, certain industries have
witnessed unusually heavy levels of such investment. Currently, 98 percent
of the electronic packaging business, 80 percent of production of the
[inner components] of 'U.S. made’ computers, 75 percent of the robotics
market, 50 percent of the consumer electronics market... are held by
foreign-owned companies.”!! Other private sector sources available for
addressing these concerns include data bases compiled by Ulmer Brothers
Research Institute and the American Electronics Association.

Technology transfer

Although most industry analysts agree that it is difficult to answer the
question of how much technology has been transferred from foreign
parents to their U.S. affiliates and vice versa, royalties and license fees are
often examined as two indicators of technology transfer. For example, a
report issued in 1991 by Commerce’s Japan Technology Program and the
Office of Business Analysis, Economics and Statistics Administration,
concludes that the United States is a major exporter of technology to other
nations as measured by royalties and license fees.!?

Although BEA publishes information on royalties and licensing fees,
Commerce officials told us they did not examine these data for their FDI
report because of the short time frame in which they were working.

A report published by Commerce’s National Institute for Standards and
Technology estimates that between 1985 and 1990, Japanese firms made
direct investments in approximately 300 small, high-technology firms. The

loFcoreign Ownership and Control of U.S. Industry, Report of the Defense Science Board Task Force,
DOD (Washington, D.C.: 1990).

Hiinda Spencer, Foreign Investment in the United States: Unencumbered Access, Economic Strategy
Institute, (Washington, D.C.: 1991}, p. 8.

2The report cautions, however, that royalties and license fees tend to overstate the technology flows
because they include other royalties for trademarks; copyrights for books, records, and tapes;
broadcasting fees; and franchise fees.
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report notes that “small firms of this type represent a major source of
innovative technology for the Japanese....” Other offices within Commerce,
such as the Office of Technology Policy, have ongoing research projects
related to technology development that might have been drawn upon for
this section of the annual report.

Automotive

As with the electronics industry, Commerce does not include in its
discussion of the automotive industry relevant information from other
government and private sector sources that would have contributed to a
more comprehensive discussion of automotive imports, vertical integration
practices, and extent of technology transfers.

Imports

Commerce’s report on FDI provides data on automotive industry imports of
vehicles and parts only in terms of relative market share, without noting
the dollar values of these imports or their overall impact on the trade
deficit. The aggregate dollar value of these transactions indicates the
relative importance of automotive imports in the U.S. economy. For
example, in 1990, imports of autos and auto parts from Japan totaled
$32.6 billion, an amount equal to three-quarters of our trade deficit with
Japan. Of this amount, $11.4 billion consisted of auto parts, up from

$4.6 billion in 1985.

An important factor driving this increase has been the foreign-owned firms’
assembly plants, often referred to as “transplants.” To explore the import
effects of these transplants, the differing conclusions reached in different
studies of this subject need to be explained. For example, the Japan
Automobile Manufacturers Association, Inc., noted that transplant firms
are procuring more parts domestically, increasing their purchases of
U.S.-produced parts and materials from $1.7 billion in fiscal year 1985 to
$9.1 billion in fiscal year 1990.!2 However, a 1990 Auto Parts Advisory
Committee report to the Secretary of Commerce, while acknowledging
increased U.S. sourcing of components, found that the increase would not
offset the rise in auto part imports caused by increasing transplant market
share.'* Questions that Customs raised in the summer 1991 as part of its
investigation of one transplant’s import practices and local content

1347 Billion Dollar Overestimate Casts Doubt on Validity of Auto Parts Trade Forecast,” Press Release,
Japan Automobile Manufacturers Association, Inc., Aug. 7, 1991.

M0verview of U.S. Automotive Parts Trade With Japan, U.S. Department of Commerce Auto Parts
Advisory Committee (Washington, D.C.: 1990).
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calculations highlight the need for more detailed analysis of the issue of
domestic content.

Vertical Integration

In the automotive industry, much of the foreign-owned firms’ growth has
consisted of vertical integration by the transplant auto producers of the
foreign firms’ affiliated supplier networks. Some critics of foreign direct
investment argue that these networks effectively limit the ability of U.S.
firms to compete with foreign affiliated suppliers.

Cormmerce’s report on FDI does not include private sector data or specific
analysis on this important issue, although several studies have been
published. For example, the University of Michigan used publicly available
information to estimate the sourcing pattern of an established transplant
auto manufacturer, The results indicate that nearly 81 percent of the
component value of each vehicle produced came from either imports or
transplant suppliers, with less than 20 percent coming from the traditional
U.S. auto parts industry.

Other studies address this issue from the perspective of the transplants’
differing management practices, such as just-in-time production and total
quality management approaches. These studies cite the slow response on
the part of some U.S. suppliers in adjusting to these management practices
as one important factor behind U.S. suppliers’ lack of competitiveness for
the transplants’ business.'®

Technology transfer

Among the most frequent criticisms raised regarding FDI activity is the
nature of the tasks performed by foreign affiliates in the United States,
compared to the tasks performed in the home country. Some critics of
foreign investment raise the issue of whether these firms are “screwdriver”
assembly plants, with most or all high value-added work retained in the
foreign parent.

One approach to analyzing this question is to examine research and
development (R&D) statistics, since R&D is a high value-added activity,
employing primarily highly skilled professional workers. Commerce uses
BEA data to show that R&D spending by foreign affiliated firms dropped by

15Foreign Investment: Growing Japanese Presence in the U.S. Auto Industry (GAO/NSIAD-88-111, Mar.
7, 1988); Japanese-Affiliated Automakers: Management Practices Related to Purchasing Parts
(GAO/T-NSIAD-92-b, Nov, 14, 1991).
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almost 50 percent between 1980 and 1988. This amount would constitute
well under 1 percent of total R&D expenditures by the auto industry, at a
time when FAF market share was approaching 8 percent.

The Commerce report on FDI offers no explanation of this dramatic drop in
expenditures. Further information on this subject could have been
obtained from industry experts or from some of the foreign-owned firms
that have been reported to be investing substantially in R&D activities. For
example, estimates of expenditures based on 1991 staffing levels at FAF
technical centers suggest the BEA data might be understated.

The Commerce report on FDI briefly mentions the positive effect of
technology transfer from foreign affiliates to U.S. firms. However,
inclusion of data demonstrating productivity gains in foreign affiliated
firms and the Big Three automakers, or case studies discussing these gains,
would have documented the positive effects of technology transfer.

Banking

Detailed data on foreign ownership in the U.S. banking sector, including
data on specific transactions, are publicly available as a result of extensive
reporting requirements for this regulated industry.!® Federal Reserve
Board data are more detailed than BEA banking data, which are collected
only for BEA benchmark surveys (the most recent was 1987).

The Commerce Department relies on the Federal Reserve Board data for
its banking chapter, but, as noted previously, it does not mention publicly
raised questions about the effects of high levels of foreign investment.
Analyses of these questions would involve, for example, examinations of
bank lending portfolios and surveys of federal and state bank supervisors
to monitor lending history to different U.S. industry sectors, as well as
financial soundness.

Commerce did note that Japanese banks continued to lend to U.S.-owned
businesses during the tight credit environment of the past several years,
but it did not attempt analysis comparing their lending to Japanese-owned
firms in the United States with lending to U.S.-owned firms.

lGForeign acquisitions of, or investment in, U.S. banks must be approved by the Federal Reserve Board
under the Change in Control Act and the Bank Holding Company Act, according to the same standards
that would apply to investments by U.S.-owned institutions.
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Data Items Specified in
the Act but Not
Included in the Report

We recognize that few of these types of banking studies have been done
and that Commerce staff did not have time to perform the detailed original
research needed to address questions about effects. Nevertheless, we note

that these types of studies can be performed using the existing extensive

data collected on individual bank activities.

Commerce’s report on FDI does not compare foreign-controlled business
enterprises with other U.S. enterprises with respect to some of the data
items specified by the act of 1990. It does not include data comparing FAFs
with U.S.-owned firms on value added, profitability, productivity, or taxes
paid. It also does not include a discussion of investment incentives
provided by state and local governments, and it discusses only 3 of the

21 critical technologies designated by DOD.

Profitability is difficult to determine given available data. BEA collects some
data on profitability at the enterprise level, but since data at this level
include dissimilar lines of business, the information does not lend itself to
comparison. In addition, BEA is hindered by a lack of similar data on
U.S.-owned firms. Attempting to gather these data on an establishment
basis is not feasible, since establishment-level transactions are generally
conducted at an internal transfer price that does not reflect external
pricing realities.

Productivity and value added cannot be determined using data from the
BEA questionnaire. However, Census does gather data that would allow
analysis of these areas once the data link between BEA and Census is
complete.

Income tax data, at the 3-digit Standard Industrial Classification level,'?
were included in the 1987 benchmark survey, but Commerce did not
choose to address tax issues in the report.

According to Commerce officials, data on incentives by state and local
governments were not provided due to the complexity of gathering this
information, A Commerce official noted that an analysis of incentives
would require surveying each state and that a survey of this kind was

1"The Standard Industrial Classification is the statistical classification standard underlying all
establishment-based federal economic statistics classified by industry. The classification covers the
entire field of 